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: What Do We Know about 


Economic Stability? 
* 


Mr. Bioucu: The big question in the mind of everyone is: Has the 
om ended? President Truman and his Council of Economic Ad- 
ers hold that inflationary pressures can still make inflation bigger 
an ever. But business economists are saying that inflation is over and 
at the Truman anti-inflation program with proposed higher taxes will 
ing on a depression. This is a battle of economic opinion which is 
al to all of us. Who is right? How can the public decide? What do 
onomists know about booms and busts? Do economists know and 
ree on enough to be able to prevent a depression? 

What are the facts of the current economic picture? 


Mr. Bowen: Unemployment has risen; almost three million people are 
t of work. Some farm prices are below the old OPA ceilings. Depart- 
snt-store sales have fallen. Business leaders are saying that living 
sts have passed their peak and that the inflationary trend is being 
versed. 


Mr. Broucu: Do these facts mean that the boom is over? 


Mr. FrrepMan: We do not know. This is the fourth postwar recession. 
ch year about this time there has been a slackening-off, and there 
ve been some who have claimed that it was the end of the boom. The 
t of the matter is, it may or may not be. 

For example, the recent decline in prices has mostly been in farm 
ices. It may be that this decline reflects only the very large crops 
rvested last year; and we know, from a long period of history, that 
sre is almost no relationship between fluctuations in agricultural 
tput on the one hand and in general business conditions on the other. 


Mr. Bioucu: I get the impression that the woods are full of economists 
king public forecasts, both in the government and in the business 
mmunity. I do not see anyone forcing them to do so, but we seem to 
ve no lack of forecasts. 
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Mr. Bowen: Businessmen and the government, I believe, are force 
to make forecasts whether they like it or not. Everyone, these days, 1 
interested in the economic situation and the economic future and i 
‘concerned and is studying it. 


Mr. FriepMan: This disagreement among economists, though, shoul 
not be overexaggerated. The public is likely to get the impression that 
because economists disagree so much, they can offer little or nothin; 
to help the public in avoiding the dangers of either a boom on the on 
hand or a depression on the other. 


Mr. Bioucu: Of course, with this great number of economists whicl 
we have nowadays, one would think that the problem of economi 
stabilization would be solved. The fact that it has not been solved doe 
not reflect very well on the economists, does it? 


Mr. Bowen: The economist, it seems to me, is often criticized for th 
fact that he does not make accurate predictions, that he has not yet learnec 
how to tell what will come in the economic scene. But the fact that hi 
cannot predict successfully does not necessarily mean that he know 
nothing about business fluctuations. He has learned a great deal abou 
them and knows a great deal about the anatomy of business fluctuation 
even if he cannot tell exactly when they will happen. And surely th 
disagreement which exists is not a barrier to action. 


Mr. FriepMaw: It is natural among people to talk mostly about th 
things upon which they disagree. People hardly ever spend much o 
their time talking about what they do agree about; and I think that tha 
is the situation with economists. We have a large measure of agreemen 
on many things. In any event, it should be noted that the fact that doctor 
disagree does not mean that patients can prescribe. The apparent dis 
agreement among economists is less than appears on the surface. In an 
event, it is no barrier to action. 


Mr. BioucH: Certainly, however, we would have to say that th 
economists do not agree in their forecasts on short-run business move 
ments. 


Mr. Bowen: I would agree with that. But it seems to me that even i 
they are unable to make these forecasts, they still know enough to sug 
gest public and private policy for smoothing out fluctuations. 


Mr. FrrepMan: But even on forecasts there is an element of agreemen 
mixed up with the element of disagreement. Almost all economists, ; 
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sressed to the wall, would agree that forecasting short movements is not 
omething which can be done with any great degree of confidence. We 
nave had numerous scientific studies about the ability of people to fore- 
‘ast, and we find they cannot do so. For example, here we are currently 
na situation which has some of the earmarks of deflation. If it really is, 
ve are into it about four or five months already, and yet we cannot, as 
, group, tell whether we are really going down or whether we may 
esume the upward march. 


_Mr. Bowen: The position of the economist is something like that of 
he geologist. The geologist knows a great deal about what causes 
‘rosion of the mountains, but that does not enable him to predict land- 
lides; on the other hand, it does enable him to help us prevent landslides. 


Mr. Bioucu: We have had arguments recently about some of the 
implest economic facts—for example, about how high profits are. 
\ few weeks ago, I believe, two Harvard economists disagreed 
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publicly on that profits question when, as a matter of fact, the disagree 
ment was to a considerable extent a technical one over the nature of the 
depreciation charge. How each economist figured this depreciation 
charge determined the extent of profits. 

The economists certainly do know a good deal and agree on a good 
deal even though the disagreements seem to come out in public. 


Mr. FrrepMan: Instead of emphasizing as a source of discouragement 
the inability of economists to forecast, it seems to me that we ought tc 
emphasize that that is a fact which must be taken into account in form 
ing policy. We know, as a result, that any policy the consequences of 
which depend critically on the ability to forecast is not a policy which 
ought to be adopted. 


Mr. Bowen: And this is a large measure of agreement on an important 
question. 


Mr. Broucu: President Truman’s Administration and his Council of 
Economic Advisers seem to have two policies, or at least a two-headec 
policy—what to do in case of inflation and what to do in case of deflation 
I have noticed that the public press seems to be quite critical of thi: 
fact, sort of makes fun of it and demands that the Administration make 
up its mind which way the economy is going and have a policy for it. | 

Mr. Bowen: Yes, it is true that the Administration does present twe 
policies. They say that we must simultaneously have policies for re 
pressing inflation and policies for counteracting depression. In the pres 
and elsewhere it is charged that this indicates confusion or lack o 
ability to forecast or that it is an indication that the government is trying 
to ride two horses in different directions at the same time. | 

My view is that this dual policy is sound. It is something like ini 
stalling a thermostat in our economic system similar to the thermostat 
which we use in our homes. In this case, as in the case of our homes 
when the temperature rises too high, we shut off the furnace automat 
ically; and when the temperature falls, we start the furnace going agair 
That maintains something like a constant temperature. I think tha 
what the officials in our government are thinking is that, since they ar’ 
unable to forecast precisely what may lie ahead, therefore, they must bi 
prepared for both inflation and deflation. It is not ludicrous to have tw 
policies—one for up and one for down. | 


Mr. Broucu: Well, then, you at least are taking the position that th 
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economists in general know what to do if we get inflation and what t 
do if we get deflation. 


Mr. Friepman: And, on a simpler level, we at least know and d 
agree on what a reverse thermostat is, to carry on Bowen’s analogy. Tha 
is, looking backward, I take it that we all would largely agree that muc 
of our governmental action on various fronts in the past has been lik 
a thermostat which turns off the heat when it gets too cold and turns : 
on when it gets too hot. 


Mr. Bowen: I would agree with that. It seems to me that the therm« 
stat toward which we are moving at the present time would operate i 
something of this fashion: When unemployment reaches a certain poin 
we would increase government spending, adapt our fiscal policies to th 
purpose of stimulating activity; that under other conditions, when w 
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ave full employment and prices are rising, we would take age oe 
qeasures. 


Mr. Bioucu: I would like to ask right there, in this very interesting 
nalogy, whether you have anything in mind as the point at which the 
aermostat would operate. How many unemployed, for instance? 


Mr. Bowen: Roughly I should say that when unemployment reaches 
figure of, let us say, five million, the indication would be very clear 
yat definite, concrete, vigorous action should be taken. On the other 
and, if we have full employment and prices rise by, let us say, 10 per 
2nt, it seems to me that that is the time to repress inflation. 


Mr. Bioucu: You have talked about this thermostat, but it seems to 
re that we ought to get the thermostat right back in the fiscal and 
onetary actions of the government. Back in the 1930’s the govern- 
nent increased taxes, all through the 1930’s, and there was a good deal 
talk about decreasing expenditures. Of course, they actually went 
nead and increased expenditures, too. 
Mr. Frizpman: I think that we would all agree that that was a bad 
ing. When there is a period of deflation, like from 1929 to 1932, gov- 
‘nment should not decrease expenditures, and it should not increase 
xes because, if it does so, it is cutting off a stream of purchasing power 
hich might keep employment up or at least prevent it from falling. 
t the time when everybody else is cutting down expenditures, govern- 
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ment at the very least should keep its expenditures up and should no 
increase its taxes. 


Mr. Bioucu: I would go further than that. I would agree “at th 
very least,” but I think that we should also go further at a time lik 
that and decrease taxes and increase expenditures. 


Mr. FriepMan: An equally extreme example of perverse action come 
up also during the 1930’s and the big depression in regard to the actio 
of the banking system. The banking system is a subject which is rathe 
mysterious, and it is hard to understand. Yet, the economists woul 
agree that it is vitally important to the behavior of the economy. ) 


Mr. Bowen: Both the fiscal policy—by that I mean the taxing an 
spending of the government—and the credit policy—by which I mea 
the expansion and contraction of the money supply—are importan 
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fistorically they have often had a perverse influence on business fluctua- 
ons; and I agree with you that the least which we can do is to remove 
iis perverse influence. But I go along with Blough in believing that 
‘e should act both in the field of fiscal policy and in monetary and 
‘edit policy to counteract fluctuations. 


| Mr. FriepMan: Let me illustrate, going back to the perverse influence, 
zain by the experience of the 1930’s. It is widely believed that the trouble 
1932 and 1933 and the great unemployment of that time was a conse- 
ence of 1929. I personally believe that that is at best a half-truth. 
‘he real trouble, I think, came in the fall of 1931 when the banking sys- 
m undertook action which, in my view at least, had the effect of 
tusing the depression to become very much deeper than it otherwise 
ould have been. What it did at that time in 1931, after two years of 
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depression, was to put the screws on the money system. It raised the 
rates at which banks could borrow from the Federal Reserve System; it 
reduced the amount of money outstanding. In that way, it seems to me. 
it had a very important and very negative and perverse effect on the 
level of economic activity. This was a time when the monetary and credit 
system should have been kept easy. 


- Mr. Bowen: It took this action, did it not, at a time when there were 
many indications that the economy had already turned upward? Anc 
it thus may have reversed that upward trend. 


Mr. FriepMan: Yes, it did. Of course, the action was not simply 
malicious. The reason why the Federal Reserve System took the actior 
was that at that time England went off the gold standard and it lookec 
like we might go off the gold standard. That is, it was trying to ride moré 
than one horse at the same time; and, in the process, it seems to me, i 
must take a large share of the responsibility for making the depressior 
as deep as it was. 


Mr. Bioucu: Economists, then, are pretty well in agreement that the 
policies followed in the 1930’s were not the right policies, and the; 
would not propose such policies for any depression to come. They have 
agreed pretty much on what should be done about taxes, the govern 
ment surplus, the deficit, and the banking situation. 

Under the Employment Act of 1946, the Council of Economic Ad 
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isers was set up in the office of the President for the purpose of advising 
e President on the expected changes in the economic situation and 

vhat ought to be done about it. So that we now have machinery in the 
dministration, and there is machinery in the Congress—the Joint Com- 

aittee on Economic Report—for considering these recommendations. 

And out of that I would expect to see a much more intelligent approach 
inflation and deflation in the future. 


Mk. FriepMan: I am not so confident about that as you are. It seems 

me, if I may carry Bowen’s thermostatic analogy on down here, the 
yoint at which we disagree is whether to have a thermostat which turns 
tself on or off automatically or whether to have individuals step in and 
urn on the heat when it gets too cold and turn it off when it gets too 
1ot. The Council of Economic Advisers is the second kind of thing; 
ind all government action now is that kind of thing. When things get 
vad, they are going to come in and say what ought to be done. What 
ve ought to do, it seems to me, is to build into our economic system, 
o the fullest extent possible, an automatic thermostat which would tend 
o turn itself on and off. 
Mr. Bowen: I agree that the automatic thermostat would be desirable. 


3ut I perhaps take a somewhat more optimistic view of the President’s 
Youncil of Economic Advisers than you do, Friedman. It seems to me 
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that this group constitutes a central focus for the mobilization of eco: 
nomic knowledge and statistical information. It is a group which at- 
tempts to develop a coherent and internally consistent economic policy, 
taking all facts and judgments into consideration. This is a group which 
assumes responsibility for the interpretation of these facts and judgment 
in terms of public policy. While I agree that they are only three men 
and that they may make bad forecasts as well as any other economists, 
yet it seems to me that they have a vital function to perform. 


Mr. FriepMan: But it is more than that. You know how we all are. 
We hardly ever will turn on the heat until it has become too cold or turn 
it off until it has become too hot. And the same thing is true with the 
Council. Here we are today. They are now urging policies designed 
to stop inflation. We may need those in time. But at the moment the 
situation is quite different from what it was six months ago or so when 
they undertook to make those policies. 


Mr. Bioucu: My impression from the history of all automatic devices 
—thermostats, regulators of all kinds—is that people have to learn how 
to operate the systems by hand first; and after they have learned to do 
it pretty well by hand, then they devise automatic methods for taking 
it off their hands. And I would suggest that we probably know enough 
to do it by hand; at least, we will know enough to do it by hand sooner 
than to be able really to build it into the system, although I am certainly 
in agreement that we ought to have as much automatic machinery in 
the system as possible. 


Mr. Bowen: As I understand the policy of the President and his 
Council of Economic Advisers, it is that they are proposing thermostatic 
controls. They have simultaneous recommendations for the repression 
of inflation and the counteraction of depression. 


Mr. FriepMan: These proposals of theirs all involve somebody’s doing 
something or deciding to do something. They are not, it seems to me. 
strictly comparable to the thermostat. And, to comment on what Blough 
has just said, I think that the situation is really the reverse of what he says 
We know enough to build in some automatic stabilizers or at least te 
eliminate some automatic destabilizers and perverse thermostats which 
we have had in the past. I doubt that we really know enough to take 
immediate action or quick action of the right kind in the right direction 
through the discretionary action of individuals. 


Mr. Bioven: Be that as it may, there are certainly new factors in the 
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situation in 1949 that were not in the situation in 1921 or 1929; and these 
aew factors, it seems to me, make quite a difference in the outlook for 
doing something about economic stabilization. 


Mr. Bowen: One important factor is the social security system which 
we did not have before the 1930’s. That tends to take in more money 
than it pays out, during times of boom, and to pay out more money than 
it takes in, in times of depression. It thus tends to check purchasing 
power in booms and to increase it in depressions. 


_ Mr. FriepMan: Our tax system is another factor in the same direction 
—first, because the size of the government budget is so much larger 
than it ever was before. Today we are running on a forty-two-billion- 
dollar government budget. And, secondly, the situation is different be- 


cause our tax system is a different kind of system from what it was 
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then. We now have, in much larger measure, progressive income taxes 
which are collected at source from the pay which people receive. If things 
get bad, the amount of taxes received tends to go down, and that leaves 
people with more money in their pockets to spend on other things. If 
times get to be in a booming condition, tax receipts go up much more 
rapidly, and that tends to keep the boom from going too far. 


Mg. Bioucu: This budget of forty-two billion dollars is unfortunate 
in many respects, I am sure. But one thing which we can say about it 
is that it does put a rather powerful influence into the picture to prevent 
deflation from taking place; and, of course, the large debt owned as it 
is by many people over the country, also gives a certain backlog of buying 

power which is likely to prevent deflation from going so low. 


Mr. Bowen: Yes, the liquidity in the economy is an important cushion- 
ing factor in the event of decline. Another element is the strength of the 
banking system. The banking system today holds large amounts of 
government bonds and more selective portfolio assets than it had per- 
haps in 1929. It can expand money and credit more quickly. 


Mk. FriepMan: I have to interject a slight jarring note here because, so 
far as the banking system is concerned, the large amount of government 
bonds also makes the banking system a less effective bulwark against 
inflation because the Federal Reserve System seems to be committed to 
following a policy with respect to those bonds that may interfere with 
its preventing inflation. 


Mr. Bioucu: These institutional changes, which we have just been 
listing, in part reflect a changing feeling about things and a new attitude 
about the economy which has taken place. I recall that the gold standard, 
for example, in the late 1920’s and early 1930’s was a sort of fetish. We 
had to have, for instance, tax increases in 1932, according to the Secre- 
tary of the Treasury, in order to keep us from going over the brink— 
the brink presumably being to go off the gold standard. Well, nobody 
takes the gold standard very seriously any more. 

Likewise the unbalanced budget in the 1920’s and early 1930’s seemed 
to be very dangerous. Today we feel different about it. It seems to me 
that there is a whole different public attitude. 


Mr. Bowen: I strongly believe that there is an enormous, almost a 
revolution in public attitudes toward economic and public affairs. 
We are in an entirely different climate of opinion from that which pre- 
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vailed a generation ago. There are a number of reasons for this. First, 
I would mention that economic science itself has made great strides. 
Some people are a little dubious about whether economic science has gone 
in the right direction; but whether or not it is the right direction these 
developments, especially as a result of the writings of the late Lord 
Keynes, have had an enormous impact upon our thinking. 
_ Another thing which has happened is the development of statistical 
information. It is almost incredible how few statistical facts we had, 
Jet us say, during the 1920’s in comparison to the enormous array of 
data available now which enable us to know what is going on. 
Another thing which has happened is a great development in the 
field of communications. We have commentators, news magazines, 
newspapers, radio round tables like this one, and a great spate of 
economic and business services—all communicating ideas about the 
economic system to the public. If you will just stop to think that the 
commentators of the 1920’s were Will Rogers and Edgar Guest, whereas 
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the commentators of today are Walter Lippmann and Dorothy Thomp- 
son, talking about entirely different things. 

Also, the people today have witnessed, almost with their own eyes, 
some great social experiments in Sweden, England, Germany, Russia, 
and at home; and also they have done a great deal of living in the past 
twenty-five years. They have lived through depression, inflation, war, 
social change. 


Mr. FrrepMan: There is no question but what the general attitude of 
the public is very different from what it was. Today we are willing to 
take almost any chances whatsoever on inflation in order to avoid de- 
flation. But that has its dangers, too. A little knowledge may sometimes 
be a dangerous thing. I would argue that economists have known for 
something like a hundred years two things: First, that by printing 
enough money and spending enough money we can create any degree of 
activity or provide any rise in prices we wish. 


Mr. Bioucu: They did not talk like that in the 1930's. 


Mr. Frrepman: I think that most of them knew it and did. But it was 
the second thing which kept them back. It was that they knew, from 
historical experience, that that always ended up in inflation. And I feel 
that there is a real danger that the public has learned the first lesson 
without the second and that it will actually take the experience of the 
next twenty years or so to teach them the second fact. 


Mr. Bioucn: There is the danger that the public has learned that de- 
flation is not necessary and that we can do something about it and that 
they have not the same fear of inflation that they used to have and 
that they probably should have. Yet, it seems to me, if we can stay out 
of war, that inflation is not a very important likelihood and that it is 
not very probable. We have a big readjustment to make in our economy 
over the next ten or fifteen years after we have filled in the shortages, 
after we have our capital equipment built up, and after the international 
situation has calmed down so that a great many of the expenditures 
can decline there; and it seems to me that we have a lot of deflationary 
problems ahead. I am really not so much worried about the inflation 
being an abrupt or rapid inflation, but rather it will probably be a 
gradual one. 


Mr. FrrepMan: It is precisely because so many economists believe 
just the way you do that the inflationary danger arises. I am not arguing 
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at we are going to go immediately into a hyperinflation such as some 
f the European countries went through. Quite the opposite. It seems to 
ae that the way we will get into the inflation is through the deflations. 
Ve will have a mild deflation, because there is no reason to expect we 
yill not have one—we have had them on and off for centuries—and in 
ae course of that mild deflation, we will immediately start to take very 
igorous action to counter it. We will take action which perhaps is too 
igorous and which will start us upward. 


Mr. Bowen: I am inclined to agree with both of you. I think that we 
ave introduced some biases toward inflation in our economy and that 
uture depressions may not be so deep and serious as those of the past. 
Jn the other hand, I am inclined to agree with Blough that we have 
erious problems of deflation ahead and that we may find it more diff- 
ult to prevent deflation than we will to prevent inflation. 
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Mr. Bioucu: Of course, the political situation has to be considered 
here. The politics of deflation are much more serious than the politics 
of inflation, or let me put it this way: It is much easier to get action 
taken which will stop deflation and action taken which will lead toward 
inflation than it is to get action taken which will stop inflation, because! 
inflation has very many attractive features about it. 


Mr. Bowen: Surely, it will never be possible in the future to turn 
ten million people out on the streets and explain to them that this condi 
tion is the result of an act of providence or of fate. They will demand 
that their government assume responsibility to do something about it. 


Mr. Friepman: Yes, that does lead to more governmental action in 
the future, and there is certainly the danger that that will lead to inflation| 
rather than to a stabilization running along over a period of years. 


Mr. Bowen: But I would emphasize that this bias toward inflation 
should not lead us to believe that we shall not have depressions in the 
future, perhaps even serious depressions. 


Mr. Broucu: We seem to agree on a good many things. Would you 
summarize the situation, Friedman? 


Mr. FriepMan: The apparent disagreement among economists, I 
think we have agreed, is less than appears on the surface. In any event, 
it is no barrier to action. 

Economists agree that governments ought to keep expenditures up 
and taxes down in bad times and taxes up and expenditures down in 
booms. They agree that the banking system should keep money easy 
in bad times and tight in boom times. They disagree somewhat on how 
to do these things. Some want government officials to exercise discretion; 
others want automatic reactions built into our system. All agree that the 
American economy is very different than in the past. We now have 
strong and important built-in bulwarks against deflation. We now 
have a public acutely conscious of deflationary dangers and willing to 
take vigorous action against it. Some think that this opens up new 
dangers—dangers of long-term inflation. 


FISCAL OPERATIONS AS INSTRUMENTS OF 
~ ECONOMIC STABILIZATION* 
By CHARLES 0. HARDY 


AIS paper deals chiefly with the quantitative aspects of fiscal control; that 
with the use of Treasury operations to stabilize the total amount of 
rome, as measured in money terms. Qualitative controls, designed to in- 
ence the pattern of expenditures, aim primarily at objectives other than 
bilization. For example, excises which discourage a particular type of con- 
ption or subsidies which encourage a particular type of production may 
used to promote health or morals, to develop a backward region, or to 
ve something to one group of people at the expense of another group. The 
ects of such selective controls on the total volume of productive activity 
incidental. ... 
I. THREE TYPES OF FISCAL CONTROL 


Surplus or deficit. The type of fiscal control which has been most dis- 
sed in recent years is control through the net balance of expenditures and 
venues—the cash surplus or deficit—which is supposed to exercise a direct 
fluence over the volume of private purchasing power. 

Tax management. By tax management I mean changing the form and 
cidence of taxation, with a view to influencing the volume of private ex- 
snditure. Enthusiasts for this idea believe, or hope, that it will someday 
: possible to check inflation by shifting the tax structure so as to throw the 
irden more heavily on those incomes which would otherwise be spent most 
iickly. For times of depression, they suggest that another structure be 
ovided, the incidence of which would be on incomes that are feeders of 
Je balances. Taxation combined with equivalent expenditure would channel 
ese funds into the income stream with the same immediate results as the 
ending of newly-created money. Ideal tax management, from the stand- 
dint of stabilization, would follow these two patterns alternately, and thus 
xercise a constant stabilizing influence. 

‘So far as I can see, however, there is no way to identify such income for 
x purposes. The factual basis of this whole scheme of tax management is 
ighly speculative; I know of no attempts to carry it through in practice. The 
snerally accepted relation between the size of individual incomes and the 
ite of turnover of cash has no statistical, and very little theoretical, justi- 
cation. All taxes are deflationary, except perhaps those business taxes which 
‘e so high as to encourage wasteful spending and discourage resistance to 
age demands and increases in the prices demanded by those who supply 
oods and services to industry....An excess profits tax of 90 or 95 per cent 
probably inflationary because of its stimulus to uneconomic spending, 


* Reprinted, by special permission, from the American Economic Review: Papers and 
‘oceedings, Sixtieth Annual Meeting, XXXVIII, 395-403. 
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whereas the same tax with rates of 50 per cent or 25 per cent would 
deflationary. ... 

My tentative conclusion, which is not based on adequate study, is th 
tax management is a promising field for further study from the standpoin 
of encouraging progress, but is not likely to contribute much to the solutio 
of the short-run stabilization problem. ... 

Debt management. The third type of fiscal program, debt management 
includes the choice between the issuance of types of security which will 
bought by banks and those which are preferred by individuals and savin 
institutions. It includes also the use of nonmarketable securities like the sav 
ings bonds and nonredeemable securities like the terminal leave bonds t 
sterilize purchasing power. During the war we tried to hold down th 
volume of spending by limitations on bank ownership of certain types o 
bonds and by drives to push bonds into the ownership of individuals. Bu 
since this purpose conflicted with the Treasury’s interest in selling the bond: 
with a minimum of work and risk of failure, loopholes were left open. Ther 
was a large amount of surreptitious bank buying through loans to director: 
and officers, the bonds being transferred later to bank ownership as the 
became eligible. 

The logical extremes of types of debt management control are, in defici 
finance, the choice between the issuance of interest-bearing securities and 
of paper money; in surplus finance the choice between hoarding cash and 
depositing surplus funds in reserve-free accounts of commercial banks. In 
planning for a deficit it may be argued that the only purpose of interest on 
the public debt is to reduce its liquidity and discourage expenditures on the 
part of the holders; hence when deficit finance is used to stimulate private 
spending, the deficit should be financed by the issuance of greenbacks. It 
seems likely that a larger stimulus to spending would result from the same 
sized deficit financed by paper money than by issuing interest-bearing securi- 
ties. If this is correct, there is little excuse for paying interest when the pur- 
pose is to stimulate expansion; if it is incorrect there is no need to pay 
interest at any time. Conversely, in surplus financing the maximum restric- 
tive effect would be attained by keeping the surplus locked up in cash, or— 
what amounts to the same thing—by paying off debt at the Federal Reserve 
banks without any offsetting Reserve System acquisition of new assets, This 
brings me to my first main point, the dependence of fiscal policy on the 
co-operation of the banking authorities. 


II. RELATIONS BETWEEN FISCAL POLICY AND CENTRAL BANKING POLICY 


Surplus or deficit financing. It is obvious that deficit spending does not 
increase total spending unless the deficit is financed in such a way that it does 
not correspondingly decrease private spending. In practice, in a flexible 
currency-credit system, the use of a fiscal deficit to increase total expenditures 
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saving out the case of paper money) involves selling securities to banks 
d providing them with the reserves necessary to support an expansion of 
dit; that is, to carry the securities without liquidating other securities or 

s. Or, securities may be sold to nonbanking organizations which have 

ld or will sell their old holdings to the banks. Here again an expansion of 
nk credit will ordinarily be necessary to facilitate the operation. Thus 
effect of deficit financing and of expansionist debt management depends 
support from the central bank. 
Likewise the quantitative significance of a Treasury surplus depends upon 
€ concurrent policy of the Reserve System. I have pointed out above that 
collect an excess of taxes over expenditures and lock it up, or to retire 
curities held by the Federal Reserve banks, would be highly deflationary. 
his seems to be accepted by everybody. But there is no such common 
owledge of the rest of the story. There is widespread acceptance of 
erroneous doctrine that the anti-inflationary effect of a surplus is due to, 
is accentuated by, the use of the surplus to retire securities held by the 
mmercial banks. This idea is implicit in the Annual Report of the Board 
£ Governors for 1945, and it runs through Governor Eccles’ recent testimony 
efore Congressional committees. Yet it is clear that if the money drawn 
ut of private deposits as taxes comes back to the banks in redemption of 
ecurities, excess reserves are created, At the end of the operation, the banks 
ave the same amount of reserves they had before, while deposits, and 
onsequently reserve requirements, have been decreased by the payment of 
1x checks. The banks can make new loans to the full amount of the excess 
f taxes over government expenditures. The contrary impression is appar- 
atly due to a facile assumption that reversing a pump will put the water 
ack in the well. During the war, everybody became aware that inflation 
f the money supply resulted from the sale of securities to the banks. Why 
1en does not deflation result from the reverse procedure—a cash surplus 
sed to retire these securities? 

What is overlooked is the vital role of central bank policy in the whole 
rocess. The financing program of the deficit years was inflationary, but not 
ecause the bonds were sold to the banks. Selling securities to banks is not 
f itself any more inflationary than selling them to anybody else. The crucial 
ict of war finance was that the banks were enabled by Federal Reserve sup- 
ort to buy bonds without a corresponding reduction of their existing invest- 
rents and loans. This was not true of any other class of buyers. The new 
eposits created in lending to the government were added to the existing 
ock of money; the new expenditures were superimposed on the existing 
ow of expenditures. The expansion of money flow could parallel the ex- 
ansion of production so long as the expansion of the war effort consisted 
rimarily of the absorption of idle resources and secondarily of the conver- 
on to war purposes of resources that had been producing heavy capital goods 
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whose product would have been remote in time anyway. Price inflation 
followed when this was no longer possible. 

But the repayment of bank-held securities does not automatically contracts 
the scale of banking activities in the way that the acquisition of those securijt 
ties expanded the scale of banking activities. The reserves that were created 
to make possible the expansion are still held by the banks. Unless the Feat} 
eral Reserve System mops up the reserves that are set free by the cancellatio: 
of deposits through taxation, the loss of bond investments by the banks makes} 
possible an expansion of loans to business, or the purchase of bonds formerly | 
owned by business, either of which restores to active use the funds that were 
taken away in taxes. It is as though the taxpayers borrowed from the banksf 
new money to pay their taxes in the first place. 

In short, there is no direct deflationary effect from using a governmen 
surplus to repay short-term securities held by banks. There is only an oppor-} 
tunity for the Federal Reserve to mop up some bank reserves without fore-i} 
ing the banks to call loans or sell securities in the open market. There is,} 
however, a by-product in the reduction of equities and increase of debt tof 
the banking system. 

Debt management and central bank policy. Debt management is also 
closely tied into central banking policy. The main point of debt management 
from the standpoint of prosperity and depression is to make it an indirect 
way of expanding and contracting the amount of purchasing power in the} 
hands of the public. If long-term bonds are refunded into low-yield, short- 
term certificates and the latter are sold to the banks, the former holders of 
the bonds get bank deposits and are put in a position to make new invest- 
ments. The possibility of doing this depends on the presence of excess reserves 
in the banking system; and the creation and destruction of excess reserves is} 
the keystone of central banking. In essence, debt management is thus a more: 
roundabout way of doing what we used to call open-market operations. 

Tax management and central bank policy. 1 said above that the most effec- - 
tive way of budgeting for expansion through a deficit would be to finance : 
the entire deficit by expanding the money supply. There would be some-- 
thing to be said for a “no tax” policy if deflationary forces were so strong! 
that the operation would not overdo the desired correction and give us a) 
roaring inflation. But there is a prejudice against increasing the national 
debt, and there is sentiment in favor of taxing the rich in order to melt 
them down. Hence, instead of concluding merely that we should have lower 
taxes, or none, in time of deflation, the theorist plans to adapt the kinds of 
taxes levied to the alternating requirements of prosperity and depression eras, 
If the tendency is toward depression, use taxes which will fall chiefly on 
large incomes; if it is toward inflation, lay aside the whole theory since it 
suggests the use of regressive taxes. During the depression it was very 
fortunate for the flowering of the fiscal theory of stabilization that the kinds 
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taxes which had the greatest equalitarian appeal were precisely the ones 
at_.seemed to fit in with a stabilization program. This remained true so 
1g as the problem was one of stabilizing against deflation. 


III. RELATIVE EFFICACY OF FISCAL CONTROLS AND CREDIT CONTROLS 


During the twenties economists developed an almost superstitious rever- 
ce for the supposed power of central banks to stabilize business through 
iscount rates and open-market operations. During the thirties there was 
reaction against this view; some went to the other extreme and denied 
at central banking powers are strong enough to be of any value. Fiscal 
mtrols commanded the same sort of unquestioning allegiance that central 
ink controls had enjoyed in the twenties. 

On this question I have only four things to say, none of which requires 
ng discussion: ; 

1. Of the two sets of apparatus the central banking scheme seems to me 
1ore powerful than the fiscal one, though neither method alone is as effec- 
ve as both used together, especially for expansion. Fiscal policy for expan- 
on will not work without active central banking support; though for a 
ontraction it will work if the central bank merely keeps total bank reserves 
able. Central banking policy will have some effect in either direction if 
scal policy is merely neutral. It will bring about contraction very effectively, 
t for expansion purposes it is not much more than permissive. You can 
ly slacken a string; it is of no use to push hard on it. If they should work 
gainst one another, no general statement can be made as to the result, 

2. There is very little historical material with which to check theoretical 
indings as to the efficacy of either method. The case of the United States 
luring the thirties is generally supposed to support the view that central 
yanking powers are inadequate and fiscal powers adequate, but no conclu- 
ions can safely be drawn from the experience of a period in which both 
nethods are being used for the same purpose at the same time. The relative 
nildness of the depression of the thirties in England, where there was sub- 
tantially no deficit financing, points to the opposite conclusion. 

3. Because the theory of fiscal management was developed in the thirties 
inder the influence of the depression, it has been worked out chiefly as a 
echnique of preventing or checking deflation. On the other hand, the theory 
f central banking policy was developed at a time when most of the interest 
1 stabilization related to the prevention of inflation. 

4, Although the theory of control of the flow of income through fiscal 
1anagement was developed as a sort of by-product by the development of 
‘eynesian economics, it is really no more Keynesian in its assumptions than 
; the theory of management through central banking operations. The 
-eynesian system intensified the demand for an effective instrument of con- 
ol over the level of activity, because it treated as permanent integral char- 
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economics are treated as aberrations from normal human conduct. al 
Keynes of 1924 and of 1930 was a devotee of the doctrine of control through 
rediscount rates and open-market operations. The Keynes of 1936 was a 
advocate of fiscal controls because, along with many non-Keynesians, he hadi 
decided that central banking controls used alone were too weak—a conclu) 
sion foreshadowed by two or three sentences in the Treatise on Money. 


i 
! 
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IV. OPEN-MARKET OPERATIONS OF THE TRUST FUNDS 

The newest form of fiscal control is the use of the securities in the govern 
ment trust funds, chiefly the social security reserve funds, in open-marketl 
operations, This was suggested in 1946 by Roland Robinson. An interesting 
account of its use has recently been published. This relates to sales of long] 
term securities held by the trust funds, to prevent declines in long-term} 
interest rates, the securities being replaced in the trust funds by special issues} 
and the money used by the Treasury to retire bank-held debt. 

It is clear that there has been close co-operation between the Federal Re-}j 
serve System and the Treasury in these operations. Nevertheless, it is risky} 
to have two kinds of open-market operations controlled by different agencies.}} 
The only permanent guarantee that they will not be used at cross-purposes|{ 
would be the permanent subordination of one agency to the other. This 
brings me to my final point, which relates to the location of responsibility for 
the monetary and credit policy of the national government. 


i 


V. INDEPENDENCE OF MONETARY AUTHORITY 

Our monetary system is organized on the theory that the monetary au- 
' thority should be an independent agency operating in the public interest to 
provide the amount of money necessary to meet the needs of industry and 
commerce. 

The stabilization functions of the Federal Reserve System were being per- 
formed in a crude way by the Treasury before the Reserve System was estab- | 
lished. Treasury balances were shifted back and forth between sub-Treasury | 
hoards and commercial bank balances as the fluctuating needs of the banks ; 
were indicated by seasonal ease or strain and by occasional panics. The Fed- 
eral Reserve Act originally provided that the Secretary of the Treasury and | 
the Comptroller of the Currency should be members of the Federal Reserve ! 
Board, a relationship which was terminated in 1935. Since then, as before : 
then, however, the Treasury has at times practically dictated the credit poli- . 
cies of the Reserve System—as has been true also in other countries. The » 
control was greatest in 1917-19 and in 1941-46, but it would probably have 
been just as effective in the later years of the depression of the thirties if 
the objectives of the two agencies had not coincided. 

In my judgment the reasons which led to entrusting the stabilization policy 
to a body independent of the Treasury were cogent when the System was 
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blished, and are still just as cogent. Treasuries always favor cheap money; 
ecially, of course, when they are borrowing more than they are paying 
. The functions of stabilizing the economy and minimizing the interest 
tden on the Treasury are separate and distinct. They did not conflict in 
> middle thirties because the banking policy was to provide cheap money 
business cycle reasons, while the Treasury was running a deficit, neces- 
ating Treasury borrowing in the open market. But Federal Reserve bank- 
g policy and Treasury policy conflict whenever the central bank has the 
oblem of controlling or terminating too rapid an expansion of credit. 
The current boom has revived the conflict and stimulated ingenious plans 
circumvent the difficulty without a conflict of authorities. The issue of 
ation of authority is being postponed, and the economic issue is being 
gged, by Reserve System’s acceptance of the claim that the fiscal interests 
‘the Treasury and the economy interest of the country in the monetary 
‘stem really coincide. There has been widespread acceptance of the doctrine 
at high interest rates are of no value in checking a boom—although the 
me authorities seem to say that cheap money is essential to the maintenance 
full employment. The real point is not the effect of the higher rates, but 
1e by-product effect on rates of the things that would have to be done to 
aeck inflation; or stating it the other way round, the effect on inflation of 
ne things that have to be done to keep interest rates from rising. 

The scheme recently recommended by the Reserve System, involving iso- 

ition of most of the short-term government debt from the rest of the money 
aarket, offers a partial solution, though it is not clear that it would protect 
he long-term money market from the competition of corporate securities 
nd commercial loans. I believe that such a special reserve of short-term 
ecurities would be worth adding to the monetary structure, especially if 
he Treasury would agree, in return for this much protection of its short- 
erm market, to withdraw its objections to stabilization of the total volume 
»£ money by Federal Reserve open-market operations. 
We are relying on very slender evidence in making a sacred white ox of 
he parity of government bonds. We shall never know whether a 99% quota- 
ion for long-term bonds would wreck the country until we try it, but we 
cnow that no calamitous results followed the decline of government bonds 
yelow 85 in the early twenties. The risks attached to a lowering of the peg 
inder the bond market must be weighed against the risks of continuing to 
low up the bank credit structure in the process of supporting thet market. 
The basic fact of inflation is that the supply of money is outrunning the 
lemand for it. While our tax policy is anti-inflationary, Reserve System 
olicy has not been such to make the tax policy effective. And the present 
lebt management policy is basically inflationary; so long as we must keep 
he bond market rigidly pegged we cannot grapple seriously with the control 
f inflation at its source. 
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TIMING AND ADMINISTERING FISCAL POLICY 


HOW TO GIVE RELEVANT COUNSEL* 
By ALBERT G. HART 


I. NEED FOR CLEARLY APPLICABLE COUNSEL 

IT IS up to the economic profession to translate its findings on fiscal poli 
into counsel which is clearly applicable in recognizable cases. At presenti 
we are full of good advice about economic stabilization policies; but the! 
people who need advice may not be able to tell whether it fits their casee 
To give a homely illustration, it is as if we could tell the farmer just what} 
was best to plant for a dry season—but could give only the vaguest notion,\ 
at the time of planting, as to which kind of season it was going to be. 

On the whole, our advice runs in terms of what to do in a deflation andl 
what to do in an inflation. But the situations we are talking about can often 
be identified only after the fact. An alert economist does know, of course, 
whether there is a depression at the time he is talking, and if so, roughlyy 
how acute a depression. He may sometimes know whether the situation a} 
few weeks ago was one of upswing or downswing. But only rarely can het 
be sure of an upward or downward turning-point in the recent past—let 
alone of one in the near future! Since our advice about handling deflations} 
and inflations tends to vary with the stage the process has reached, this} 
difficulty of recognition threatens to make our advice useless. 

The upshot is that we need a change of emphasis in fiscal policy discus- 
sions. We have to be much more conscious what kind of data will be att 
hand when it is time for policy decisions, and what the decision-making } 
process will be like. I do not mean that we can reduce all our counsel to) 
formulas which read, “If A has happened, then do X; if B has happened 
then do Y.” Neither do I mean that if we scent politics in decision-making | 
we should give our advice exclusively as amateur experts on politics and| 
throw our economics out the window. As I sense the problem, what we: 
need is a peculiar brand of idealistically-slanted realism. We can fairly assume 
that the evidence available for decision making will be somewhat more full | 
and up to date than we now get—but only within attainable limits. We can | 
fairly assume that our political leaders aim to get the business of economic. 
stabilization done—if they do not, no amount of good advice will help. But 
that does not warrant us in designing our policies for application by a 
benevolent despot, or by a completely dispassionate and enlightened super- 
civil servant (the economist’s dream-self, miraculously raised to power), or, 
by a unanimous consensus of people who manifestly cannot agree unanimous- | 
ly. If our advice is to mean anything, it has to be applicable by politicians—_ 
perhaps unusually high in intelligence, public spirit, courage and leadership, : 


* Reprinted, by special permission, from the American Economic Review: Papers and 
Proceedings, Sixtieth Annual Meeting, XXXVI, 430-42. 
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t still politicians. It has to be applicable by processes which grow out of 
merican traditions, safeguarding freedom and opportunity, and minimiz- 
g use of “directives” from government to individuals and firms. And 
ese processes have to be capable of forming public opinion which will back 
eir extension. 

In view of uncertainties, we must not be ashamed if some of our advice 
rather inglorious. Sometimes there may be room for a dazzling stroke of 
plicy based on a clear-cut forecast. But more often, probably, our part is to 
ow how to balance one risk against another, and recommend a policy that 
gall work out reasonably well over a range of likely contingencies. 


II. LESSONS OF 1946-47 EXPERIENCE \ 


The last two years are bound to be sobering to any économist who looks 
ck: (1) they show how hard it is to be a participant in current affairs and 
t keep enough objectivity to grasp them; (2) they show how cryptic the 
tuation is when we have full employment and suspect a downturn in the 
fing, and how easy it is in such a period to rationalize the rejection of anti- 
flation measures—or to rationalize acceptance of measures which will 
rove inflationary; (3) they show the need of national leadership which can 
ersuade interest groups to accept limitations in the national interest. 

1. If the period teaches us nothing else, it ought to teach us something 
.bout the way our economic thinking is unbalanced by current events and 
ropaganda. The price control wrangle of 1946 shows only too clearly how 
e go astray. A few economists yielded to the temptation to ride down the 
voaring stream of anti-price-control propaganda, Others stiffened where 
hey stood and stuck to the labor union line. Many were deafened by the 
lamor and paralyzed by inability to sort out their thoughts. Even minds 
hich were well ballasted with information were rocked about by the sheer 
orce of assertion of half-truths from one side or the other. And in the end, 
it seems to me, our economic counsel lost much of its value because it was 
not properly integrated with political analysis. Most of us were talking on 
the assumption that /f price control were extended it would be continuously 
on a reasonably effective basis, and that the public would not take termina- 
tion to be a practical issue for at least half a year after the extension. But it 
was in the nature of American politics that the extension bill would reach 
President Truman’s desk at the last minute, and that Congress would offer 
him a close decision whether to sign it or veto it. It was in the nature of 
things, also, that speculation on termination of controls would undermine 
the meat supply, build up the black market, and thus make premature termi- 
nation unavoidable. By hindsight, we should have advised the President to 
veto the bill he received, and to announce at the same moment that time 
had run out and there was no use trying to resuscitate OPA. Before that, we 
should have made it plain that a last-minute extension was almost sure to 
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fail, and that if agreement could not be reached several weeks before the 
June 30 deadline it would be better to drop everything but rent control. || 
2. Ever since early 1946, we have been prosperous but in fear of a rek 
cession. By hindsight, a stern anti-inflation policy (refusal of tax reductions 
and tight credit) would seem to have been called for. But from time to tim 
anti-inflation proposals have been turned down on the ground that the i 
would take time, and that by the time they really took hold, our proble mt 
would be deflation rather than inflation. Inflationary measures (notably wage 
increases) have been defended on parallel grounds. Those who feared 
slump have even been able to argue that the downturn was just past at thal 
moment of discussion—pointing to the stock-market slump, or the physica 1 
volume of nondurable-goods sales, or pay rolls deflated by a price index, on} 
latest rumors about evaporation of automobile dealers’ waiting lists, 23 
indexes of decline which would soon be followed by our general indexes off 
employment and production. | 
This cryptic character of high-employment-with-threatened-recession is not 
a unique attribute of 1946-47. On the contrary, it is just the sort of situation 
a successful policy of economic stabilization would keep us in. Furthermore, 
it is more or less characteristic of all prosperities. The props of prosperity 
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are always temporary; a long prosperity is a period when new props can be} 
pushed in under as the old ones come out. True, the 1946-47 prosperity 
has been abnormally inflationary on several counts. We started with an 
untested excess of liquidity. The price level was in flux in 1946, and even 
in 1947 many of the forces we think of as creating a price-stabilizing “rigidity”| 
were actively pushing prices up. Inventories (especially of coal) have been 
phenomenally low. This made strikes cut deeper than usual and gave aT 


unions a temporary gain in bargaining power which was bound to push 
prices up. But for all that, the experience should be a reminder that when 
production has no way to go except down, there is a bias against measures 
that might push it down even though default on such measures in inflationary. 

3. The 1946-47 experience also stresses our dependence on discipline 
among our great interest groups. I am skeptical about schemes for stabilizing 
the economy by getting business firms or labor unions or farmers to act con- 
trary to their own interest within the existing framework of rules. But as a_ 
minimum, we need some willingness to accept rules—whether permanent or 
temporary—which limit the pursuit of advantage. 

It is too easy to forget the need of compromise in this sense. Of course 
we have an established compromise on many of the needed “rules,” and 
under more favorable conditions it may suffice to make prosperity non- 
inflationary. But it may not serve for this purpose, and it is certainly not 
good enough to make steady prosperity automatic. Plans which would have 
to be imposed by one group (whether by labor unions or by business) might 
as well be thrown out. In planning for stabilization it is genuine compromise 
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have to look for. We need combinations of measures which the groups 
y-inconvenience will accept both because they can see public advantage 
hem and because they can see other groups accepting comparable incon- 
iences. Finding such combinations and getting acceptance for them is one 
the chief tasks for national leadership—and one in which economists 


uld have a big part. 


III. IMPROVING AUTOMATIC STABILIZERS 


The first thing we should do about the timing of fiscal policy is to 
ngthen our “automatic stabilizers.” I agree that they are likely to prove 
dequate, and that it would be irresponsible to give out false hopes of their 
plete adequacy. 

But I think there are large possibilities here, of the sort on which a demo- 
atic consensus can be built. My guess is that the “swing” of our tax system, 
cial security, and other automatic stabilizers pushes the government toward 
deficit by rather over a quarter of any swing in national income. This 
iplies that a drop of 5 billion dollars in the annual rate of “offsets to saving” 
uld be absorbed by a drop of around 20 billions in the level of national 
come—enough to provide a good deal of protection against a flip-flop in 
ventories or foreign trade. Furthermore, my impression is that the relative 
wing” could be considerably strengthened. 

The main improvements in “automatic stabilizers” which I think I can 
e are (1) in their nonmonetary framework; (2) in personal taxes; (3) in 
ansfer payments; (4) in banking. 

1. Discussion on the effects of variable taxes has brought out clearly the 
portance of distribution of changes in income. In limiting a recession, 
ve hope that lower taxes will work by enabling people with reduced incomes 
) maintain a threatened standard of living. Now if a recession puts every- 
ody on short time, everybody’s consumption is threatened and this lever- 
ge can work on everybody. At the other extreme, if the recession throws some 
eople completely out of work and everybody else has an unchanged money 
come, lower taxes have to work by getting people with unimpaired in- 
omes (but with savings incentives heightened by insecurity) to spend more. 
fanifestly this is much less reliable. I infer that monetary-fiscal stabilization 
veasures will work better if labor contracts (like some conspicuous C.I.O. 
ontracts) call for shortening hours considerably in case of a recession, before 
sorting to layoffs. 

2. As to personal taxes, the gain in “built-in flexibility” through the adop- 
on of withholding and of quarterly payments under declarations of esti- 
1ated income has of course greatly improved them as an automatic sta- 
ilizer. There may be room for further gains in the handling of declarations; 
have not been able to satisfy myself one way or the other. The greatest chance 
f improvement in timing is in tax refunds, which in case of a slump might 
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run to 3 or 4 billion dollars a year. As matters stand now, if a man is uf 
employed for a spell, he gets a claim to a tax refund next year. From th 
stabilization standpoint, the moment for the refund is when the man is ov 
of work. This could be cured in part by the British system of cumulatiy 
withholding. But the really tidy remedy would be to replace the presen 
income tax exemption by a weekly or monthly family allowance check oi 
equivalent value (roughly $2.00 per week per person), and withhold taxei 
on total pay without exemptions. In case of unemployment, the tax woull! 
stop at once, and the exemption allowance checks would keep on running 
This adjustment would improve the equity and simplicity of taxes as wel 
as their timing. | 

3. On the side of transfer payments, a systematic national policy of pa 
ing “benefits” to farmers, veterans, and others when, as, and if needed woul 
convert these payments into an automatic stabilizer. A good example o 
proposals along this line is that of T. W. Schultz for helping farmers 
case of a slump by “compensatory income payments” in lieu of price mati 
tenance schemes. 

4. In the field of money, the most clear-cut automatic stabilizer plan 1 
the Graham commodity reserve proposal. If we could be secure against a 
upward drift of price levels, or monopolistic pressure on commodities in 
cluded, this plan could contribute greatly to stabilization—having the tre 
mendous advantage of being a monetary scheme which works by incomé 
account rather than by capital account transactions. But as I think abou 
it, I become more and more concerned about the likelihood we may have 
to renegotiate our “stabilization compromise” occasionally. This is likely ta 
involve “‘retreat to a higher price line,” and I am doubtful that we can afforg 
to complicate the negotiation by tying in the need to devaluate a commodi 
reserve currency. 

Inevitably, discussion of automatic stabilizers leads up to the questi 
‘whether economists should adopt the “stabilizing budget” scheme of 
Beardsley Ruml and the C.E.D.—planning for a balance (including debt 
retirement) in prosperity, and planning to let tax rates alone and run a 
deficit in case of depression. 

It strikes me that this scheme has a strong claim for professional support 
as against alternative budget balancing schemes. It preserves the basic merit 
of budget balancing—that of measuring marginal public expenditures against 
marginal private expenditures by the dramatic medium of looking at 2 
marginal tax. I am inclined to accept the C.E.D. argument that its scheme 
is better budget balancing than others because it involves less forecasting. 
and that on a more assured basis. It is also obviously better “functional 
finance” than other budget balancing schemes because it can never ‘call foi 
raising tax rates when common sense says they should be cut. The argument: 
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the proposal are valid as far as they go, so that advocating it cannot mis- 
dthe public if we avoid promising too much from it. 

The upshot is that we should tell the public, “If you want a budget bal- 
ing scheme, this is it.” We should also warn them that probably com- 
n sense will sometimes call for tax cuts because of depression, or for in- 
easing the debt-retirement charge because of inflation. If we as individual 
nomists reject the arguments I have just listed, or fear “stagnation,” and 
erefore want to reject budget balancing, we have no obligation to suppress 
r opinions. But it seems to me we are within striking distance of a con- 
asus that the “agreed-high-level-balance” would be an improvement over 
iditional notions of balance, and that economists are conscientiously bound 
help people agree to go at least that far. 


IV. HOW TO TELL WHEN WHO SHOULD DO WHAT 


How much can economists now say about monetary-fiscal policies that 
: the kind of situation we are likely to observe? A good deal—despite the 
essimistic tinge of my earlier remarks. 

It is always in season to improve the stabilizing machinery. This includes 

ljusting the nonmonetary framework (notably labor policy and price 

licy) to make monetary-fiscal stabilizers work better; improving the “built- 
. flexibility” of our system of automatic stabilizers (see above); setting up 
scretionary measures ready to go. 

We may sometimes get into a deep depression—through failure of the 

abilization machinery under an overload, through errors in policy action, 

, most likely of all, through a default of policy. Experience shows that 

then activity is low there are limits to the speed of revival (though expan- 

on should go more quickly when the last phase of full employment ac- 

ity is recent rather than remote). This calls for intense use of the measures 

tting moderate recession. In addition, it suspends temporarily the normal 

andard of worth-whileness in government expenditure. The alternative to 

overnment use of certain resources (pending recovery to or toward full 

mployment) is unemployment rather than private use; the margin is shifted, 

articularly for public works. 

For a moderate but well-defined recession (with unemployment, say, above 

our million), there is a strong case for the use of discretionary fiscal policies 

yhich have been set up ready to go. I should favor temporary abatement of 

ersonal income taxes, and reduction of excises and customs toward pre- 

etermined “destination levels.” Expansion of light public works would 

e in order. Advance preparations should include plans to intensify these 

yeasures in case unemployment grows worse, or in case it levels off at (say) 

ve million or more. 

What if moderate unemployment is experienced along with price infla- 

on? The answer depends on circumstances. If both developments spring 
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from a recent sharp change in the composition of demand, the price rise mak 
safely be ignored unless it goes very fast or continues more than a half-yeai 
Otherwise, it seems to me we should go on with anti-unemployment fisca 
policies and declare an open season for the reform of price policy. | 

For prosperity, presumably our counsel on short-run measures must be t 
let well enough alone. Light public works as well as other government out 
lays should be economized to the margin where they are worth more taxes 
Any temporary tax abatements put in force in a preceding recession shoul 
be allowed to expire. In monetary policy, it would be a good plan to take y 
slack in Dr. Hardy’s string (but without giving a tug), and to let long-tern 
interest rates rise moderately if market forces work that way. Just becaus 
pressure to make short-run policy adjustments is low, long-run improve 
ments of fiscal and monetary structure should go on the agenda in suc 
periods. 

Prosperity with inflation, as we have lately observed, is the most puzzling 
situation of all. Temporary increases of taxes would make sense; but politicad 
objections to them are much more serious than to temporary abatement 
Public works can to some extent be held back; but the lag in public work} 
is serious, and the margin of public works decisions may be thrown oul 
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of line. Monetary policy is our obvious recourse. Like Dr. Hardy, I suspe 
that our tendency to sheer off from it may be from fear it may be too effec 
tive, despite our rationalizations about its ineffectiveness. . .. 

V. THE ART OF LEARNING FROM EXPERIENCE 

Democratic government depends on learning from experience. We cat 
scarcely count on public opinion to be continuously right, or even to avoid 
major errors. What we do count on is that mistakes will be recognize¢ 
and corrected. 

Learning by trial and error is not an automatic process. It is next to autoi 
matic to throw out leaders who happen to be in charge when things ge 
very wrong, and on grounds of morale this is probably healthy: it is easier 
to, make a fresh effort under fresh leadership after a defeat. But this sori 
of selection of leadership is not very selective among policies. 

In the democratic learning process, economists have a great responsibility 
In the first place, to offer some sort of objective account of recent develop: 
ments on which people can agree is no mean contribution. Too much oi 
the talk that reaches the public offers special lines of interpretation in terms 
of group interest, and encourages people to disbelieve whatever fails to match 
their group “line.” If economists can get some attention for the facts and for 
some rudiments of monetary-fiscal analysis, they can help against this 
centrifugal tendency.... | 

In the second place, economists have some obligation to build up theit 
professional authority by showing their understanding. If our arts of fore- 


